This study examines how U.S. acquiring firms managed their earnings by means of discretionary accruals prior to the announcement of stock-for-stock domestic and cross-border mergers during the period 1980 to 2002. The objective of this study is to determine whether earnings management is exacerbated in cross-border mergers according to the informational asymmetry hypothesis. The results show that that acquiring firms tend to manage earnings upward prior to stock swap domestic takeovers. In addition, the results reveal some evidence of earnings management prior to stock swap cross-border takeovers. However, the empirical results exhibit no significant distinction in earnings management between the domestic and cross-border mergers. Despite the possible existence of asymmetric information associated with cross-border takeover activities, the international mergers and acquisitions do not facilitate managers to engage in more aggressive earnings management. The findings suggest that the higher degree of information asymmetry in cross-border mergers does not contribute to a higher degree of earnings management.
Introduction
Previous studies [Erickson and Wang (1999) and Louis (2004) ] have examined the earning management of acquiring firms prior to a stock swap and cash purchase merger. The tendency of corporate managers to actively manage earnings has been also documented around a variety of corporate events such as IPOs [Teoh, Welch, and Wong (1998a) , and Aharony, Lin, and Loeb (1993)], SEOs [Teoh, Welch, and Wong (1998b) , Rangon (1998) , and Shivakumar (2002)] and management buyouts [DeAngelo (1986) , Perry and Williams (1994) , and Wu (1997) ]. Given the fact that cross-border mergers and acquisitions have increased dramatically across industries over the last two decades, earnings management associated with cross-border mergers is necessary to be investigated. However, prior empirical evidence has not explicitly addressed the difference of earnings management conducted by U.S. acquiring firms between domestic and cross-border mergers. According to the informational asymmetry hypothesis [Jiraporn, Kim, and Mathur (1998) ], this study investigates the distinction in earnings management conducted by U.S. acquiring firms between stock swap domestic and international mergers. Furthermore, this study examines the post-merger stock underperformance anomaly for domestic and cross-border mergers and the relation between the extent of earnings management prior to the event and the level of subsequent underperformance.
Generally Accepted Accounting Principles (GAAP) give managers a great deal of latitude in determining the actual earnings reported in any given period, affording them discretion in recognizing both the timing and amounts of revenues and expenses. For instance, managers can improve current earnings by increasing current accruals by advancing recognition of sales revenue through credit sales or delaying recognition of losses by waiting to establish loss reserves. Managers can also increase income through managing long-term accruals by decelerating depreciation or realizing unusual gains. When managers have discretion over accrual adjustments, it becomes difficult for investors to assess whether reported earnings in a given period are appropriate or whether they are misleading due to the informational asymmetry created in accrual items between investors and managers of issuing firms. The objective of earnings management is to either mislead some shareholders about underlying economic performance of the company or to influence contractual outcomes that depend on financial reports.
A number of studies provide evidence that acquiring firms overstate their earnings prior to the announcement of a stock swap merger and experience poor long-term stock performance following a merger announcement. Erickson and Wang (1999) show that stock for stock acquirers manage earnings upward before merger announcements since the target firms expect it and in turn adjust for the expected earnings management during the negotiation of the purchase price. Louis (2004) also argues that earnings management is more aggressive for stock for stock acquiring firms than cash acquiring firms. In addition, their results provide the evidence of post-merger poor stock performance that attributes to the reversal of the price effects of pre-merger earnings management conducted by stock-for-stock acquiring firms. Likewise, Botsari and Meeks (2008) provide evidences that acquiring firms manage earnings upward before share-financed mergers and acquisitions performed by UK publicly traded firms. However, Heron and Lie (2002) find no evidence that acquiring firms manage earnings upward prior to acquisitions based on different payment types. In the model of Shleifer and Vishny (2003), they find that the target firm is willing to accept a stock merger even though they know that the acquiring firm is overvalued. By examining the relation between corporate diversification and the degree of information asymmetry, Thomas (2002) argues that corporate diversification is not strictly related to an increase in informational asymmetry.
In addition to prior research that examines the earnings management by acquiring firms, some influential studies show that IPO and SEO firms tend to be preceded by substantial increases in operating performance [Loughran and Ritter (1997) ] and in abnormal accruals [Teoh, Welch, and Wong (1998a, 1998b) , Rangan (1998), Shivakumar (2002) ]. Teoh, Welch, and Wong (1998a Wong ( , 1998b and Rangan (1998) present evidence that reported earnings that are managed upwards prior to stock offerings are related to poor earnings and stock price performance. The earnings management hypothesis suggests that firms that are more aggressive in the use of discretionary accruals tend to have the worst subsequent performance. Thus, the earnings management hypothesis predicts that issuers have high abnormal accruals prior to offerings and poor earnings and stock return performance following offerings.
Teoh, Welch, and Wong (1998a, 1998b) conclude that aggressive earnings management through income-increasing accounting adjustments leads investors to be overly optimistic about the firms' performance. Likewise, they argue that investors may be misled by high earnings reported at the time of the offering, and therefore overvalue the new issues. As a result of the overoptimism and overvaluation hypotheses [Myers and Majluf (1984) ], Loughran and Ritter (1995) and Spiess and AfflectGraves (1995) show that firms issuing SEOs underperform the stock market in the five years following the offerings. The result of long-term underperformance suggests that firms announce SEOs when their stock is substantially overvalued. Moreover, Loughran and Ritter (1997) document that seasoned offerings are followed by significant earnings declines. They conclude that investors are overly optimistic and firms are overvalued.
This study applies the same methodology of earnings management used by Teoh, Welch, and Wong (1998a Wong ( , 1998b . The sample of this study contains 1,081 domestic mergers and 141 crossborder mergers in stock-for-stock transactions during the period 1980-2002. The results provide evidence of earnings management behavior in both stock swap domestic and cross-border mergers. Information sharing is believed to be an important element between an acquirer and a target. The degree of information asymmetry between managers and outsiders may differ for domestic versus cross-border mergers may differ. According to the informational asymmetry hypothesis [Jiraporn, Kim, and Mathur (1998) ], this study presumes that the degree of informational asymmetry is more acute in crossborder mergers than in domestic mergers. The main contribution of this paper is to shed a light on whether firms conducting the cross-border mergers tend to manage their earnings upward more aggressively prior to the mergers than those firms conducting the domestic mergers. This study shows that there is no significant distinction in earnings management between domestic and cross-border mergers.
The remainder of this study is organized as follows. Section 2 describes the sample selection. Section 3 describes the measurement and methodology of earnings management and long-term stock performance. Section 4 presents and interprets the empirical results. Section 5 concludes the study.
Sample Selection and Description
The initial sample is retrieved from the Securities Data Corporation Platinum (SDC) database and consists of 2,278 domestic mergers and 247 cross- For inclusion in the final sample, I require available stock returns data available on CRSP and sufficient data available on COMPUSTAT to compute accounting accruals three years before and after the mergers. To avoid survivorship bias, I do not require that firms have accruals data for the entire period of three years before to three years after the issue year. Thus, the actual sample size varies depending on the test procedures and accruals measures used. Availability of CRSP and COMPUSTAT data reduces the sample of domestic and cross-border mergers to 1,081 and 141 acquirers, respectively. The announcement date (t = 0) used by this study is the earlier day between the announcement date and effective date. I exclude multiple observations of mergers on the same firm that occur within 5 years of the initial observation. Table 2 summarizes the selected characteristics of U.S. acquiring firms conducting stock for stock mergers in terms of the total market value, total assets, book to market ratio, total debt ratio, return on assets (ROA), and operating cash flows obtained from Compustat and measured at the fiscal year end prior to the mergers. The firms undertaking stock for stock domestic mergers tend to have higher book to market ratio and leverage ratios than cross-border mergers. However, the firms undertaking stock for stock domestic mergers tend to have lower operating cash flow and total cash flow than cross-border mergers. The total assets of target firms in domestic mergers are higher than that in cross-border mergers. In the subsequent analysis of the relationship between premerger accruals and post-merger long-term performance, I use the firm size (market capitalization), and book-to-market ratio as control variables.
Methodologies

Measurement of Earnings Management
To identify whether managers use discretionary accruals to opportunistically manipulate earnings or smooth earnings, this study estimates accruals to measure earnings management based on the balancesheet approach used by Teoh, Welch, and Wong (1998a, 1998b) and constructs the discretionary accrual estimates based on the modified Jones (1991) model. The discretionary current accruals (DCA) are regarded as the superior proxy for earning management, and discretionary total accruals (DTAC) are proxies for manipulated earnings determined at the discretion of management. 3 To mitigate the effects 3 Accruals could be decomposed into four categories based on the associated time horizon (current and long-term) and level of managerial control (discretionary and nondiscretionary). Discretionary accruals can be influenced or manipulated by managers, whereas nondiscretionary of outliers and errors in the data, all accrual items are winsorized at the top and bottom one-percentiles. Following Teoh, Welch, and Wong (1998a, 1998b), we compute current accruals (CA) as follows 4 :
(1) For each firm undertaking a merger, the expected level of current accruals (CA) is obtained by running the following cross-sectional OLS regression on an estimation sample that includes all other firms (excluding sample firms) with the same two-digit SIC codes as the acquiring sample firms 5 .
where TA j,t-1 is total assets (#6) for firm j in year t-1, and Sales j,t is the change in sales (#12) for firm j in year t. As in previous studies, all variables in the cross-sectional regression are scaled by beginning-ofyear total assets to mitigate heteroskedasticity in residuals. In order to obtain meaningful parameter estimates, I require the estimation sample to have at least ten observations. Following Kothari, Leone and Wasley (2005), I include a constant term in the estimation models for the accruals in order to alleviate additional heteroskedasticity and misspecification.
I use the estimated coefficients from the crosssectional industry regression model in Equation (2) to compute nondiscretionary current accruals scaled by assets (NDCA) as:
where TR j,t is the change in trade receivables (#151) for firm i in year t. To account for the possibility of credit sales manipulation, I subtract the increase in accounts receivable from sales growth. The level of asset-scaled discretionary current accruals (DCA) is used as a proxy for earnings management. DCA i,t, discretionary current accruals scaled by assets from the balance sheet for the acquiring firm i for year t, are calculated as follows:
Additionally, net income could be partitioned into two components including cash flow from accruals are largely free of such manipulation. Generally, managers have more discretion over short-term accruals than over long-term accruals. Thus, the two discretionary accrual measures are proxies for earnings management, and the two nondiscretionary accrual measures are proxies for accrual recognition outside the control of management. 4 Numbers in parentheses are Compustat item numbers. 5 Following Kothari, Leone and Wasley (2005), we exclude the observations that are likely to be subject to recording errors from the estimation sample if the absolute value of current accruals scaled by total assets is greater than one. operations and total accruals. Thus, total accruals (TAC) are estimated as follows:
Operations (#308) 6 (5) I use a similar procedure to estimate total discretionary accruals as I use for discretionary current accruals. I include property, plant, and equipment as an additional regressor since long-term accruals are affected by the amount of long-term assets. In the following cross-sectional OLS regression, the expected level of total accruals (TAC) is obtained as follows:
where PPE j,t is gross property, plant, and equipment (#7) for firm j in year t. Again, I use an estimation sample that includes all firms with the same two-digit SIC codes as the acquiring firms, but exclude the acquiring sample firms. Using the estimated coefficients from Equation (6), I calculate the nondiscretionary total accruals scaled by assets (NDTAC) for each acquiring firm as follows:
The discretionary total accruals scaled by assets (DTAC) from the balance sheet for firm i in year t are calculated as:
.
Measurement of Long-Term Performance
I measure post-event long-term stock performance starting 21 days after the merger over the subsequent period of one to three years. I use the methodology of Barber and Lyon (1997) to measure the buy-and-hold abnormal return (BHAR) relative to a benchmark for each acquiring firm over a period of T trading days as follows:
where R i,t is the rate of return of firm i on date t, and R b,t is the rate of return of the benchmark on date t. The abnormal return is the difference in buy-and-hold returns of an acquiring firm and its matched firm. BHAR i are measured by considering four different matching benchmarks: a size-and-industry-matched portfolio, a size-and-book-to-market-ratio-matched portfolio, the CRSP value-weighted portfolio, and the CRSP equally-weighted portfolio.
To construct the benchmark matched by size and industry, for each firm in the sample I choose a non-6 According to the Compustat 1994 manual, cash flow from operations is not available as item (#308) prior to 1987, so it is then calculated as the fund flow from operations (#110) minus current accruals. acquiring firm closest in equity market capitalization among the firms in the same two-digit SIC code. Firm size defined as the total market value of equity is matched one month before the announcement of pure stock for stock mergers. For the benchmark matched by size and book-to-market ratio, I determine the book-to-market ratio at the fiscal year-end prior to the stock for stock mergers following Lyon, Barber and Tsai (1999) . I then identify non-acquiring firms with a market value of equity between 70 percent and 130 percent of the market value of equity of the sample firm. From this set of firms, I choose the firm with the book-to-market ratio closest to that of the sample firm. Table 3 reports the key measures of earnings management, discretionary current accruals and performance-matched discretionary current accruals as percentage of total assets, surrounding the year of stock for stock mergers. The results show that discretionary current accruals are significantly positive in Year 0 of the domestic and cross-border mergers. However, the results provide no evidence of difference in the level of discretionary current accruals between domestic and cross-border mergers. Thus, the informational asymmetry hypothesis fails to predict the earnings management behavior since the informational asymmetry problem may not be severe in international mergers and acquisitions. Table 4 reports buy-and-hold long-term abnormal returns (BHARs) three years after mergers. In Table 4 , the buy-and-hold long-term abnormal returns are constructed by using four benchmarks: size and industry matched portfolios, size and book-to-market matched portfolios, the CRSP value-weighted portfolio, and the CRSP equally-weighted portfolio. Consistent with prior studies, I find both the mean and median BHARs are significantly negative for three years following domestic and cross-border merger. The results show significant underperformance after stock for stock mergers over one-, two-and three-year horizons.
Empirical Results
Earnings Management around the Year of Domestic and Cross-border Mergers
Long-Term Stock Performance after Domestic and Cross-border Mergers
Univariate Analysis of Earnings Management and Long-Term Stock Performance
To study the relation between pre-merger accruals and post-merger long-term stock performance on the univariate basis, I also examine differences in postmerger BHARs among lowest and highest quartiles grouped by levels of pre-merger discretionary current accruals. Tables 5, 6 , 7, and 8 find no systematically significant evidence of difference in the long-term stock underperformance among different types of mergers (domestic versus cross-border mergers) and different levels of accruals (conservative versus aggressive earnings management). In sum, the results suggest the lack of a relation between earnings management and long-term performance in both of domestic and cross-border mergers.
Multivariate Analysis of Earnings Management and Long-Term Stock Performance
To further examine the incremental influence of premerger discretionary accruals on post-merger longterm stock underperformance in a multivariate context, I run the following regressions based on balance-sheet approach: (10) where the dependent variable is the buy-and-hold abnormal return starting 21 days after domestic and cross-border mergers over one-, two-and three-year horizons. The abnormal return is measured using the four different benchmarks described above. The regressions include two key measures of earnings management, discretionary current accruals (DCA t-1 ) and discretionary total accruals (DTAC t-1 ) in Year -1. In addition, two control variables, Ln(MV) and Ln(BV/MV), are the natural log of equity market capitalization and the book-to-market ratio measured at the fiscal year end before mergers.
The multivariate results in Tables 9 and 10 are  robust and consistent with the univariate results in  Tables 5, 6 , 7, and 8. The estimated coefficients on discretionary current accruals and discretionary total accruals in Year -1 are statistically insignificant across every model specification, indicating no relation between the level of earnings management and subsequent stock price performance for mergers.
Summary and Conclusions
This study investigates the earnings management behavior prior to 1,081 domestic mergers and 141 cross-border mergers in stock-for-stock transactions during the period 1980-2002. Consistent with Erickson and Wang (1999) and Louis (2004) , the results show that acquiring firms manage earnings upward prior to the announcement of stock-for-stock domestic mergers. There is also some evidence of earnings management prior to the announcement of stock-for-stock international mergers. However, the results show no significant distinction in earnings management between the domestic and cross-border mergers.
The results of this study shed a light on the association between earnings management and informational asymmetry. Despite the fact that the asymmetric information problem is greater in crossborder takeovers, the findings indicate that the international mergers and acquisitions do not provide more opportunities for managers to manage earnings substantially. In general, earnings management does not occur to a greater extent in U.S. acquiring firms involved in cross-border merger activities since the informational asymmetry involved in cross-border mergers may not be severe. Market value of equity, total assets, book to market ratio, leverage ratios, return on assets, operating cash flows and total cash flows are obtained from Compustat and measured at the fiscal year end prior to the mergers. Total assets of target and transaction value are obtained from SDC database. Book to market ratio is measured as book value of equity divided by market value. Total Debt/Market value is leverage and measured as total debt divided total market value. Total Debt/Total Assets is total debt ratio and measured as total debt divided total assets. ROA is return on assets and measured as net income divided by total assets. OCF/Total Assets is operating cash flows divided by total assets. TCF/Total Assets is total cash flows divided by total assets. This table presents the levels of discretionary current accruals of firms undertaking mergers from three years before to three years after the event. Accruals measures are scaled by beginning-of-period total assets and reported as a percentage of total assets. For performance-matched discretionary current accruals, we match firms industry (two-digit SIC code) and ROA in period t-1. The measurement of earnings management is based on balance-sheet approach. All accruals are winsorized at the top and bottom one-percentiles. The fiscal year in which the merger is announced is defined as Year 0. The t-test is used for testing the mean discretionary accruals and the Wilcoxon signed rank test is used for testing the median discretionary accruals. The t-statistics and Wilcoxon signed rank statistics are reported in parentheses.
Domestic Mergers Cross-border Mergers
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Cross ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. Table 9 . Cross-sectional Regressions of Post-domestic-merger Performance on Pre-domestic-merger Discretionary Accruals
The dependent variable is the post-merger return calculated starting 21 days after a merger over the subsequent one-, two-, and three-year periods. The dependent variable is measured by buy-and-hold returns (BHARs) using a size-and-industry-market-matched portfolio, a size-andbook-to-market-ratio-matched portfolio, the CRSP value-weighted (VW) portfolio, and the CRSP equally weighted (EW) portfolio, respectively. DCAt-1 and DTACt-1 are discretionary current accruals and discretionary total accrual from balance sheet in Year -1, respectively. DCACFt-1 and DTACFt-1 are discretionary current accruals and discretionary total accrual from cash flow statement in Year -1, respectively. Ln(MV) and Ln(BV/MV) are the natural log of the market value and book-to-market ratio measured at the fiscal year end before the stock for stock mergers. T-statistics are reported in parentheses. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. The dependent variable is the post-merger return calculated starting 21 days after a merger over the subsequent one-, two-, and three-year periods. The dependent variable is measured by buy-and-hold returns (BHARs) using a size-and-industry-market-matched portfolio, a size-andbook-to-market-ratio-matched portfolio, the CRSP value-weighted (VW) portfolio, and the CRSP equally weighted (EW) portfolio, respectively. DCAt-1 and DTACt-1 are discretionary current accruals and discretionary total accrual from balance sheet in Year -1, respectively. DCACFt-1 and DTACFt-1 are discretionary current accruals and discretionary total accrual from cash flow statement in Year -1, respectively. Ln(MV) and Ln(BV/MV) are the natural log of the market value and book-to-market ratio measured at the fiscal year end before the stock for stock mergers. T-statistics are reported in parentheses. 
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